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WorldCom's President and CEO. Bernie Ebbers. is a true visionary. Of
course, Dna: he reads this he: is likely to hit us upside the he:ui for calling him
a visionary, precisely the type of label he disdains. Having known Mr.
Ebbers for over 3. decade, it is evident that he has typically done the
transforming deals in this industry well in advmce of his vision becoming
consensus opinion. It is also important to note that Mr. Ebbers has always
done transforming deals when his stock has been at aU time highs and when
visibility of continuation ofstrong growth was high and thus, Mr. Ebbers was
under no particular pressure to do something. To put things in perspective,
in 1994 when LDDS at the rime was the largest Jong.distafice reseUer in the
Unitcd States and therefore W2.S the: largest user of minutes and consequendy
got low rates, LDDS bought WtlTel because Mr. Ebbe~ felt then that
ownership of network assets was important-something the rest of the world
didn't seem to figure out for a few years (in 1994. one could not fmd a
network engineer on the planet who thought there would ever need to be
one more strand of fiber laid-they were wrong, of coW'sc). In the summer
of 1996, ~n WoridCom was rolling along hitting new highs and yet Mr.
Ebbers decided that a standalone long·disrance company could not make it
in the post.Tdecom Act of 1996 world and thus. acquired MFS/UUNET to

become a fully integrated provider of local. long distance and Internet
services, an action thc rest of the industry is now scrambling to replicate.

This brings us to the decision-making that led to the MCl transaction. One
could have made the following statement about WorldCom in the summer
of )997: WorldCom through its MFS and UUNET facilities was the only
tdecom carrier able to provide end-to-end, building-to.building connectivity
on-net from major cities in North America to major cities in Europe and the
Pacific Rim for any type of service: from voice through data through IP
(MCl's assets don't really add to this capability, since: Mel's asset
contribution is essentially thcir U.S. LD nctwork). However, there was one
minor problem. that being WorldCom's customer basc didn't care about
end·tg.end connectivity. The WilTel and MFS acquisitions were asset
acquisitions. The bulk. of WorldCom's customers remained the old LDDS
base. which typically we less than $1.500 per month of long-distance calls
and typialJy arc voice·oriented and care more about calling state to state
dl:ln country to country seamlessly on a data network.

Therefore, for WorldCom to fully leverage the asset base it had put together,
WorldCom needed large customers who cared about such eonneetivity. In
Older to get those large customers, WoddCom needed a national account
sales force and in order to empower such a sales force. it needed systems and
IT capabilities as well as a full and rich. product set. If WorldCom had to

devdop these systems and product capabilities on iQ own. not to mention
hire a high end sales foree from se13.rch. and then acquire large customers in

......................................................................................................., _ __._ • ···_·· n .

WorldCom, Inc. 13



IICIbIings the righlQId Gf
,.,.bUsiMs5 c:ustoar«s IG

miJIdJ WorIdCDm's 8SSfIs.

the mar.ketplace, it would have taken several years and con a lot of EBITDA
dolLars to do so. Luckily, the MCr situation with BT led itself to WoridCom
being able to come in and make: a better o.ffer and rhus, avoid the lengthy
and cosdy proccss ofanempting [0 replicate what MCl had on its own.

Mcr represented a perfect business fit for WorIdCorn by bringing it the: right
customers, sales force and systems capability to leverage WorldCom's
netWOrk assets. MCr is veJy skewed toward la~r customers. orMcrs $11
bjJJjon in business long-distance revenues, $8 billion come from eiclter key
accounts of $5.000 or more per month whkh are multi-location accounts,
national accoWlts, which art: U.S.-based but have national networks and arc
heavy data users; or global accounts such as Microsoft, Ch~cr, Cincorp and
American Express (see Figure 5). In addition, mother $1 billion is derived
from U.S. government agencies. This base of customers are precisely the
type of customers who require, if not demand, the type of c:nd-to-end
connectivity that WorldCom and MFS' networks can provide.

Type at Account Revenues IS81 O":;CrlpIiOn

Global AcCOUnD $2.A Top 300 eorpolBtions-glabal, data and voice requirements.
Names such a& Mic::rosoft, Amlll'ican ~l'8$$, Citicoc'p. Chrysler, etc.

N~nalAccoums $3.4 7,500 accounts, U.S. based but very sophisticated national network needs.
Names range ffTXTI Bames and Noble to The Weather Channel.

Key ACCOuMa $2.0 4O,D00-45,OOO aceoums-multi-Iocation. multi-regional in nature wi1h beth
voice and data requirements. Typically bill $5,000-$10,000 per month and above.

Governrnent $1.0 Projects such as FAA n~r1c, which are very data-intensive.

Wholesale $2.5 Declining rllVflf1\Kl5 as MCI de-emphasizes.

MaN Market Buslrf... $0.7 Small business customers, tyJ)i<;ally WCOM's strong suit

R..ldentlal $S.7 lS million accounts, 30%+ of revenuN from traI'lsaationaJ services
(i•••• call by call such as 1-80~lIect, 10-321, etc.)
Of $4 billion of dial-1, 90% of customers on one or more different plans.
Mel has 96% 01 airline mil.. COMecteci to long-ellstance calting plana.

Total LD Revenues $17.7 Billion Bulk of revenues driwn by commercial/government users Who win take
advantaae of WCOM's local and Intemational network assets.

Source: Smith Qamev Ihc.lSalomon Brotners Inc:. and Mel.

MCrs Sllestorce is getttnIly
ffpdld~ the besr ill the
indIIsv'yand its SJSrans
capabilities..untnIItdJed.

In addition to a blue-chip cwtomcr base, Mel has 6,500 sales people in 250
branches who arc genenlly regarded as world class by those within the
industry. In fact, they arc a sales force from when: most of the other industry
players usually attempt to sre-.l..I salcspc:opJc. In addition to the right
customers and right salespeople, Mel is also the leading systems and software
devdoper in [he:: [dcl;Om indusuy. In fact, MCl's heritage, even when the
company had a balance sheet thac was levcra,cd to the point of being a step
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away from vanishing, has always becn to develop its own product sets and
software capabilities. MCI always had 3.000 to 5.000 dedicated $ortware
devdopers who produced ve.ry feature rich product sets. The: fact is back in
the mid-1980s, unlike omcc long-distance c;arriers' who took fully configured
switches from a switch manufactUrer, Mel would only take the shell of, for
e:xample, a Nonhern Tdecom DMS-250 switch with only the switching
module intact and Mel would write applications modules that enabled it to
dcvdop the software and product sets thc:msdves. Over the last foW' years
alonc, MCI has spent $6 hillion on softWare network intelligencc, a figure
that far surpasses any other carrier in this indusay. The cault of this is that
Mel has the richest global, national and international product set for both
residential and bwinc:ss customers and in faa, Mel's network intelligence
platfonn is run all or part in about 40 countries around the: world including
Canada.

Thus, the combination with Mel is a perfect marriagc-manying Mel's
blue-chip customer base, world renowned sales force and industry leading
systems, software and product capabilities with WoddCom's most diverse set
of tdecom assets. In addition. WorldCom will be able to impose its
industry-leading operating practices, in temlS of running ~ flat organization
and lean cost strUcture onto MCl's vasr revenue base and cost structUre,
meaning Mel's stand alone bwiness will scc: efficiencies before any synergies
are ever realized. The result is that this new company can continue: to build
products to put on end-to-end facilities, which will generate an even stronger
foothold among the business customer base who wiJl want global
connectivity on a seamless facilities platform. The result of which will be
more revenues completely on·net, end-to-end which of course drives margins
and capital eff.tciencies.

On top of the business logic, which made trcmendou$ sensc, thc stock logic
for doing me MCI ttans:u:tion W'4S cqually compdling. In essence,
WorldCom traded growth for scale and in doing so. we believe, opened up
WoddCom to be considered by a wider array of equity assets under
management than was the: c;ase before where WorldCom tended to be
narrowly but deeply held. In fact, if one attempts to figure out under which
scenario WorldCom is more likely to hit $100 per share over the next 24·30
months, it is cleulywith MCl as opposed to without Mer. For WorldCom
to hit $100 ;I. sh;l.re over a 30 month period. this would suggest that on the
new company flnancia1s, one would only be paying 2x-3x forwa.rd revenues,

5x-6x forward EBITDA and 2Ox·25x forward eamings-mulciples mat are
all quite reasonable. ror the old WorldCom to get to $100 in 30 months it
would have to continue to fetch forward multiples closer to Sx revenues, lSx
EBITDA, and 40x earnings-multiples that are harder to sustain as a
company's market cap grows.
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While we do not want to minimize me t2.~1c ahead for WorldCom and MCl)
nonecheJess we beJievc that the synergiC$ that wiJI be reali~d and the
integration of the companies are much mace suaightforward than the: size of
this merger would suggesL In the following section, we cWcuss in detail the
sources of synergies which should clearly demonstrate the realness of the
synergy outlook. For pUlp0ses of this discussion we broke synergies into
overall SG&A (local and long disWlcc), domestic network savings (i.e., fixed
and variable long-haul savinp as we.ll as access savings and MCI local savings
by virtue of using WorldCom facilities), and international network savings
mostly due to termination benefits. The bottom line is that MCl and
WorldCom have very complementary customer bases. sales forces and even
network assets (MCl's network has a broa.der reach in the rraditionallong­
disrance sense:: in mat it connects deeper into Bell networks. has moce points
of presence in all LA.TAs and has operating agreements to-but not facilities
in-more countries wheR:lS WorldCom's network assets are much better
represented in newly opened markets such 2S U.S. loal and international,
where WorldCom has a much more facilities-based presence in country than
does MCl).

In other words. there is very little guesswork associ:ued with the vast majority
of synergies here. It is simply regrooming one anomer's netwOrk to
optimally cany the combined u~c loads of the two companies. In some
cases, WorldCom saves lUOIC (e.g., off-net long haul or direct end office
termination. where WorldCom takes advantage of MCl's greater breadth of
long-haul facilities) while in other cases Mel realizes the bulk of the savings
(e.g.• local Bell entrance facility costs, dedicated access/loc21loop expense or
international interconnection costs, where MCI can leverolgC WorldCom's
local and international network assets).

Of the $2.5 bilHon in likely synergies in 1999 going up [0 $5.6 billion in the
ye2J' 2002 (see Figure 6), 60% of the 1999 synergies and 80% of the 2002
synergies are in network expense and SG&A areas that we would describe as
optimizing each other's networks to take advantage of each other's known
and existing traffic flows and anticipated growth of specific services.
Furthermore. since the deal should dose by the end ofJuly, there will be four
months of synergies in 1998 which means that~ if the "slope" of cost
synetgies remains as we forecast, the "intercept" entering 1999 should be
higher than we think given the rWlning start in the last four months of 1998.
We would point out that WorldCom exceeded its synergy ~ts on MFS by
40% in the flrst year as a merged company.

Of course. nowhere in our numhers are revenue synergies that willlike1y be
huge, since we estimate tha.t Mel's business customers alone generate $5-$10
billion in local service revenues and 90% of MCl's key. national, and global
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accounTS ace, in buildings where WorldCom has fiber into or in front of and
these customers collectiv~ly account foi 80% or morc of these loal rcvc:nues.
If one assumes that WorldCom could over timc capture on.e-rhird of these
revenues with an incrcmen'ml margin of 30% (which is C:OJUcrvative), it
would repres~nt an additional $2.5 billion in annual pre-tax synergies.

$ in biUio".

Source: Smith Barney IncJSalanal Broltlers Inc and WorldCom Inc.

SG&A Savings
Domestic Network Savings
International NetWork S.vin s
Total

18ft
$1.3
$0.8

.4
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$1.4
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$3.5

2001
$1.5
$2.1
1.0

$3.6
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SG&A Savings

We estimate overall SG&A savings of $1.3 billion in 1999 growing to S1.7
billion by 2002> of which there is $1 billion of core long-cllitance SG&A
savings in 1999 growing to $1.3 billion in 2002, with the remainder coming
from local savings. Of core SG&A savings, roughly one-third coma from
corp01'llte overhead> one-third comes &om network ope1'3.tions--slnce then:
are systems thar could be married togemer-and one-third comes from IS
and IT savings. Thesc savings arc mostly on the WorldCo.rn sidc, since
WoddCom will not have to develop many of the software systems that MCl
already has. Given that the SG&A savings in total only account for about
9%-10% of total SG&A CXPCIUC over thc 1999·2002 time period, we believe
that this is a figure that will likely be surpassed especially when one considen
WorldCom's track record where in pasr mergers WoridCom realized closer
to 13%-14% savings of total SG&A. It should be noted thac no layoffs are
includcd in the SG&A synergies since as a growth company> WorldCom
consistently adds to its work force. In faer> in 1997 WorldCom realized
synergies on MFS of $357 million> $100 million more than they sign:ded to
the Street a year ago-dcspite adding a net 3.000 employees. In addition to
core SG&A savings> we believe WorldCom will realize an additional $300 to

$400 million per year in Mel local SG&A savings as WorldCom can
eliminate duplicate city managers) staff requirements> and systems work
geared row:uds Bell interconnection and building entrance facilities.

Domestic Network Savings

Domestic network savinS5 are projected to total $800 million in 1999 and
grow to $2.6 billion by 2002 and can be categorized by fixed costs (monthly
fees to access other carrier netWOrks) and variable costs {metered. per-minute
or per~call fees} which we describe in rigorous detail in the following pages.
Of the domestic nctwork savings, $100 million in 1999 and $800 million in
2002 are derived from network savings for Mel local. driven by differences in
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WorldCom versus MCI local footprints and the resultant lowct reliance on
resale/unbundled network elements from the Bells. The remainder of the
domestic netWork discussion will concentrate on long-distance nctwork
synergies where the bulk of the savings are derived aong-distance network
synergies arc $700 minion in 1999 going to $1.8 billion in 2002). Dome:;ue
network synergies from the com.bination of WorldCom and MCI fall inro
fIxed line chargc:s of which there arc: four categories (off-net costs, entrance
facilities costs, dedicated access/local loop charges. and direct end office
trunking (DEOT) costs) and savings assoc:iated with variable costs such as
switched access costs, in-WATS (or "wide area weco»l service") costs,
domestic WATS costs, non-eontiguous WATS costs. directory assistance
costs, and debit a.rd costs, In 1999 the fixed and vuiable components of
domestic network savings are roughly equal but by 2002 variable cost savings
will represent about tWo-thirds of domestic network savings.

Fixed DOMestic Line Costs

OFF-NET COS'I'a. Off-net costs are monthly fees incurred by WondCom or
MCl when leasing a line from another long-distance company to provide
service on specific corridors where WorldCorn or MCI has customers but not
enough room on its own network to handle all the traffic. This is a frequent
occurrence among all long-distance carriers (Ilone of whom carry 100% of
their traffic on-net) where they will lease a dedicated circuit between dty
pairs. where their particular nemork docs not have enough circuiu but a
given carrier does not want to do new constrUction on a particular route.
WorldCom is expecting to reduce its projected off-net costs after the MCI
merger by moving its off-net capaciry that is on the long-discana: networks
of other long-distana: carriers to MCl's long-distance netWOrk.. Currendy,
approximately 200/0 of WorldCom's off-net capacity is on Mel's nC[\\rork
and we believe that WorJdCom could move up to 70% of its off-net capacity
not already on MCl's facilities gradually onto Mel's facilities. In addition.
Mel will be able to save costs by moving more of iu off-net capacity onto
WorldCom's long-distance network, which becomes particularly compelling
as WorldCom complctes its planned netWork build~ MCl currcndy has 15%
of its off-net capacity on WorldCom and we estimate: that 35%-50% of
MCI's off-net capacity will ultimately be on WorldCom's network. The
total impact to the synergy line nom reduced. off-net costs (both on the
WorldCom and MCl side) probably equates to about] 0% of the projected
total domestic long-distance network savings for 1999 (dropping to 8% by
2002) or about 20% of the fixed lint: cost savings.

• _ _ _ •••• _u __ •• , __._ " _ ••• _._ _ _ u •••_ .
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ENTRANCE FACIUTES COSTS. En trance facilities costs are the monthly fees
paid by long·distance companies when they lease a linc from an RBOC or a
LECJ

that connccts the::: LEC's serving wire center (location on aLEC
network where an !XC's traffic enters or exits the tEe network; see Figure 7)
with the long-distance company's POP'. MCI will be ~le to reduce its
projected entrance facilities l:Osts after the proposed merger by moving its
entrance facilities capacity that is on the local netWOrks of other carriers to

WorldCom's and Brooks Fiber's local networks. After the merger is
completed, we est:i.matc t!1:u WorldCom's local network (i.c.J MFS) could
provide 65% of Mel's entrance facility c:apacity with Brooks Fiber's local
nerworks providing an additional 5% for MCI. ThusJ as of today
WorldCom can provide 70% of MCl's local entrance fac;ility c:apacity and
given the current expansion plans of MFS and Brooks, by 2002. 90% of
Mel's entrantc facility capacity will be provided for by WorldCom's local
network assets. We assume WorldCom's local nctWOrks do not currently
provide any of MeT's entrance facility capacity (nor does Mel do it
themselves) but by the end of 1999 50% of MCl's entrance facility capacity
should be on WorldCom local networks with 100% by 2001. Therefore, the
savings are quite signific:ant and probably arc responsible for .5Jighdy avt:I

20% of the projected total domestic long-distance line cost synergies from
the mergtr.

DEDICATED ACCESS/LOCAL LOOP CHARGES. When long-disWlce companies
provide a customer with a private line between different cities, they lease a
dedicated access line (DAL) or local loop (LL) from a LEe. A DAL typically
connects :rn end user to .a long-distance switch and these dedicated lines
bypass the LEe's local switched network. DALs are essentially dedicated
originating access that cost less than switched access if volumes are
sufficiently large. Similarly. a local loop provides non-switch connection
between an lXC and an end user. When a. long-distance c:arrier provides a
cwtomer private line iCrvice between cities. that long-distance carrier
typically leases a local loop at dmer end of the private line to complete the
non-switched connection for the end-user.

1 RBOC _ Regioaal Bell Operating Company (Amcritech, Bell Aclantic, BdlSouth. SHC CommWlications, and U.S. WEST).

) LEC =Local Exchange Company (the largest in the U.S. arc the RBoes and GTE).

• POP =paint of presence. The loog disWlce company's office: withio a pUlicuiar LATA (local acces.s and ua.nsport &rea) where

traffic 00 the compuy's network is routed to and from a LEC's loc:a.l network.
............................................................................................................................................................., , , , , , _ ..
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Synergies appear as MCI moves its OAL and LL capacity onto WorldCom's
MFS and Brooh Fiber local assets and furthenuorc as WorldCum's CLEe
operations expand. the savings continl1e to incr=se. This synergy item u a
direct function of WoridCom's building cnuanca. Today WorldCom has
fiber into and up the risers in over 6,000 buildings with this figure increasing
by 3,000 per year. WorldCom has fiber in front of24,000 buildings where it
has a T-I or 05-3 conneaion or where it wiU spw off th~ fibcr directly with
the number of these buildings increasing 7.000 per year. Currently,
WorldCom provides MCI about 2% of MCl's DAL and lL capacity but
oYer time. virtually all of Mel's DAL and LL capacity shouJd go to
WorldCom local netWorks $ince 90% or more of MCrs business users who
use dedicated local facilities arc in WorldCom direct or indireer buildings.

DIRECT END OFFICE TRUNJaNG C08T'S. On the: domCo'liric network side in me
long-distance atl:a, long-distance companies cnn:r BeU netWorks through a
wire center and can terminate into Bell facilities at one of two places-either
an access tandem point where most DE the second-and third-tier canieJ:s
terminate or into what is known as direct end office termination or DEOT,
where AT&T and MCl and to a large degree Sprint tend to terminate (see
Figure 7). 'fennination via access tandems roUtClli a call from a wire center
through the tandem to one of several end office$ connet:ted to a tandem and
ultimately to an end user. Thu route is billed on a per-minute basis and is a
subpan of switched access costS.

In contrast, the DEOT route, as seen in Figwe 71 goes directly from an. !XC
POP to a LEC end office and this part of access is a fixed monthly fee and is
a subpan of dedicated access. If onc:: teaninates on a DEOT basis versus on
an access tandem basis, one is terminating deeper into a Bell network and
hence saves a portion of switclled access costs (if we wanted to be picky we
could have put DEOT in wriable cost ~vings). Mer has direct end office
teun.ination about 80% of the time (similar to AT&l1 , whereas WorldCom
has over 50% of irs termination at the access tandem POinL Hence, as
WorldC..orn rms its traffic to MCl's DEOT termination points there arc
savings to be realized. We would expect 75% of WorldCom's traffic can go
on Mel DEOT routes.

I CLEC - cumpc:titivc: local exchange: company (WorldCom's CLEC operations incluck MFS and Brooks Fiber, MCI's CLEC

operation is MClmeU'O, puhlicly uacl.ed CLECs include ICG Communications, Intermedia Communicauon3, NPXnJNK,

Mcl.eon IllC., M~troNe[, TtJigeAt, R.eN. WinStu, e:to:.)
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Variable Domestic Line Costs

SWITCHED ACCESS COSTS. Switched a~ is obviously the single largest
expenditure of a long-dinance ca.rricr and hence, the source of the greatest
synergy potential. WorldCom has opc:tating networks between Brooks fiber
and MFS in over 100 mukets and marc imponandy, has fi.bcr into 5,400
buildings (versus Mers 600), up the risers and all, with fiber in front of
another 22,000 buildings with direct conneaivity into those buildings (as
opposed [0 MeT's 1.700). WorldCom is adding 8,000 to 10,000 buildings a
year to this COUJlL Funhcnnorc:, WorldCom with Mel will have 88 local
switches, 3.3 million domestic local switch ports. and is already co-located.
into almost 350 Bell end offices, with local switched poru and co-locates
m.ore rhan doubling each year. We estimate that 90%+ of Mel's major,
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national, and global acCOUJlts reside in buildings where WorldCom has fiber
inLO or in front of and that a good chunk of Mel's mass market business
customers can be reached via unbundJcd loops off of WorldCom's co-locates
with Bell end offices.

The potential to put MCI originating and terminating switched access' onto
WorldCom's facilities as tirne goes on not to mention aU new customers
from the get-go being carried on WorldCom's local facilities probably
equates to dose to 40% of me total projected domestic long-distance line
cost synergies in 1999 growing to almost 70% of rhe 2002 projected
domestic long-distance line cost synergies. This is because MCI should go
from having essentially no switched access on WorJdCom local facilities to

having close co 40% of iu switched access on WotldCom local facilities by
2002, which nets huge saving,. This of course docs not even include revenue
synergies by putting Mel's customer base onto WorldCom for local service,
something that is not in our numbers but clearly is an upside to our earnings
forecast.

DOMEsnC WATS CO51'S. Long-distance companies incur domestic WATS
costs (sometimes called out WATS or overflow WATS) when they pay
anomer IXC to terminate a domestic: call. This stemS from having ovetflow
traffic on routes whc:rt: a particular IXC has not leased a dedicated "'off-netD

circuit. Mter the merger, WorldCom and Mcr will be able to reduce their
projected domestic WATS costs by optimizing their WATS rates with other
long-d.isWlce arriers-probably to the tune of a 5% rate reduction.

IN-WATs' COST&. Long-distance companies incur In-WATS costS when calls
originate on another IXC's network and arc delivered to its own network.
For example, if a customer places an "BOO" call in Alaska. to a WorldCom
customer, WorldCom pays a per-minutc or per-all fee to the IXC in Alaska
to deliver the "800" call to WorldCom's network. Savings are generated
since MCl currentlyetjoys better In·WATS rates than WorldCom because
ofits higher In-WATS traffic volume and thw, WorldCom can optimize its
current In-WATS rate schedule. In addition, MCI has facilities andlor
agreemcnts with other curlers in more geographic regions than WorldCom.
hence at the margin there will be fewer "In·WATSD charges, since traffic will
originate more on "owned" facilities. Also. the combined company could
achieve additional savings by taking advantage of its greater purchasing
power. resulting in:l. 10% reduction in WorldCom In-WATS rates and a 5%
decrease for MCl.

• Switcl\ed a.ccess Q)sts are the: ch:ugcs long disLana: compm~ incur when they use the local $Witched network of a LEe lO

origi.oau or t.crmina[e :dong din:lRce call.

'WA'rs - wick uc::a. ulecoaunul\ication.s savice.
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NON-CONnGUOUS WATS COSTS. Long-distance companiC$ incur non­
contiguow WATS costs when they pay another IXC to terminate a call
outside of the contincntal U.S. but within Alaska, Canada, Hawaii, Puc:no
Rico or the: Virgin Islands. Similar to In-WATS savings, the combine:d
company has greater purchasing power and WorldCom can take advantage of
Mel's fa.cilities and/or rela.tionships with other Qlrriers. All in, the combined
company can see a 5%-10% reduction in these rates. The: combination of
domestic WATS, In-WATS, and non-contiguous WATS amounts to savings
of only about $30-$40 milllon per year but, represent the type of long-haul
savings this combination can achieve: by leveraging one: another's ne:twork
reach and existing carrier relationships.

DIRECTORY ASSISTANCE COSTS. Long-distanc;c companies pay dircctol)'
assisrance COSts to LECs for providing directory assistance services to the:ir
respective long-distance customers. For c:xample, ifa New Jersey WorldCom
customer calls directory assistance in Washington D.C. by dialing "1-202­
555-1212", WorldCom pays a LEC in Washington D.C. a per-eall fee for
providing the sClVicc. Again. the synergies in this category :arise from the
combined company having greater purcl1asing power.

DEBIT CARD COSTS. WorldCom currently pays a third-pany vendor a per­
minute or per-call fec to prol;;css calls made on its debit cards. After the
merger, WotldCom will be able to usc Mel debit card platform, resulting in
savings of roughly 5% of toral domestic long.mstance synergies.

Intematianal Line Cost Synergies

On the inu:mational side merc arc similar very hard and identifiable:
synergies, which are projected to be $400 million in 1999 growing to $1.3
billion in 2002. The synergies are divided betWeen lower MCI costs from
terminating on WorldCom's non-U.S. facilities and lower WorldCom costs
via MCl direct agrcc:mcm routes. In 1999, about 47% of the savings will be
derived from lower Mcr costs, which by the year 2002. will account for 60%
of the total international synergies, as MCl's international traffic grows and
as WorldCom builds out more intemational ne:tworks in Europe and Asia.
MCI probably generates 30%+ of its entire international uaffic to Europe
where, in virtually all cases, WorldCom has switches. facilities and
interconnection agreements with all the major European countries where
MCr terminates traffic.

When a carrier terminates uaffic into a foreign country. typically a U.S.
carrier is paying a significant rate per minute to te:rminate, even nct of retL1Ill

traffic. As Figure 8 illustrates, thc normal way a U.S. carrier carries traffic to

another country is [0 connect into a PIT switch, pay a settlement rate and
then pay a domestic transport rate. Since: the: U.S. generateS more: outgoing
calls than incoming calls (an 8 billion minute deficit), and has a lower
settlement [';lte, the U.s. in total has a $5 billion intcrnational deficit in voice
traffic.

................." .., _-_ _ _ , - ...
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As Mel br:gins to tCnnin3tc more traffic on WorJdCom's faciJi.tie$, that cost
of termination can decrease by as much as 70%. This is because MCr can
now tcrminace on WorJdCom's switche$ in Europe and Asia and avoid
paying net settlement rates, while at the same time the: cost of in-eountry
tnnspon becomes limited to the domestic interconnection rates that
WorJdCom pa~ in those COWlu.ies. This is opposed to the domestic in­
country U2ll.Spon rates, which arc difkn:nt and higBer than in·coun try
interconnection rates. Basic:illy, the Mcr savings is a function ofWorldCom
having 382,000 intemauonalloca1 and long-dista.nee switch ports and a full
contingent of pan-country nctworks in Europe and in parts ofAsia.

The ocher portion oEm.: international revenue synergies relate to WorldCom
using MCT's operating agreements. MCl has operating agreements with 240
counuies, whereas WorldCom has operating aua:melUs with 60 countries.
Thw. as WocldCom puts international tr:1ffic that it currently has to

terminate via resale onto Mers facilities, there are not only cost saviAgs by
dc::fjnition, but also the combined entity gets more: retum traffic as a result.

s~ IuIJction of
wtJlldCom MIlMCIdoing IIIhtII
theydo everydq.

Thus, it is clea.r from the discu$Sions of both domestic and international areas
of synergics that thc synergies are nor only dear but ae:tually will be rather
easy to executc, since wc arc really talking about the basic dements of
network cngineerin~namdy ttgrooming networks to handle traffic loads
whkh is when one thinks about it. the business that WoddCom and MCI
arc in l:Vety day.

................................._.._._ __ __ _~_.-.._••••.••. '" ._..I..I __.__ __ 0.--"_-''''''
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Integration

& fur as the integration of the companies are concerned aside from the
synergies. again, we bdieve this will be very straightforward. Mel has 6.500
sales personnd all of whom sell to accounts that are $5,000-$10,000 per
month or more. Of Mel's $11 billion in commercial revenue, $9 billion
comes from either major accounts, national accounts. global accounts or the
governmeJ1t whereas only $700 million of this $11 billion comes from mass
market businesses of ~ than $2,000 per month. In conttast. of
WoddCom's rc:vcnue: base, virtually all of the: domestic long-distance:
revenues arc deriwd from the smaller to mc:dium·sized business customers,
with WorldCom's average account size being $1.400 a month. Thus,
WorldCom's 2.000 salespeople tend to be concclmate:d in the lower end of
the business market. Not only will there not be any integration problCfrui
with the sales force, the combined wes force fits like a glove in covering the
complete gamut of bWiin~ customers from the low end to the very major

level accounts.

On the network side. Wt: believe the network integration will go quite
smoothly since each other's nctworks were built for different capabilities to
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serve different types of customers. On a going forward basis, the combiJled
company c::an plan much more efficiently for netWork growth and
modernization. Of course, WotldCom's greatest netWork assets are its local
networks, its Internet backbone, and intemational networ~-networkassets
which MCr largclydoc:s not have:. We also believe the sales effort under the
leadership of Tim Price and Steve Dobel and the network effort under the
leadership of John Sidgmore and Fred Briggs will dca.r.ly result in a velY
powctful ~ue driving engine, since these executives have pro\ten track
records in the S21.cs and network areas.

itrrs; ,: _ s , P"." OC" L.....- • ,,; Tnt ........- n. 1 i'l" 1 It '. 'lb'"
Revenue Mix Skewed the Right Way

WorldCom pro fonna for MCI in 1999 will be a $38 billion company with
five year top line groWth of 17% per year. The reason that the growth rate
can be so high has to do with the revenue mix of the new entity. On one
dimension, WorldCom itself will represent ova 40% of the revenues and
since WorldCom is growing at a 30% clip mathematic:ally the nwnben
work. More: importantly though, it is interesting to look at the revenue
distribution pro forma for 1999 and where it is going to over the next few
years (please refer to the annual revenue model Figure 18 at the end of this
report). In addition, as we discuss below. our assumptions of growth rates
for each revenue category are quite reasonable, lending credc:nc:e to me
aggregate 17% per annum revenue growth. rate forecast. Furthermore, we
have no rcve::nue synergies in our forecast and ifMel, over time, can capttUC
25%-30% of its existing customers' local revenues, that alone takes revenue:
growth to weU above 20% pa year.

For 1999. we estimate that for the new company only 15% of the revenues
will be residential long-distance revenues which are dearly the most
c.:ommodity-likc and slowest growing part of thc revenue strcam. Another
40% of revenues will be businc:ss long distance, induding conunacW and
wholesale, of which commercial will represent 75% of that number. Thus,
in 1999 domestie long distanec will still reprc:sc:nt about 55% of the RVenue
sreeam. However, over 15% of the revenues are in data. 10% in Tntemet,
roughly 5% in international (75% to 80% ofwhich is true international non­
U.S. originating md terminating revenues. mostly U.K. and Gctmanyat the
present time, as opposed to return traffic) and about 5% of the revenue
strcam is local with another 5% or so in non-core revenues.
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If one looks out tQ 2002, the mix changes quite favorably (see Figure 9
above). We estimate that by 2002 rcsidentiallong dinana: will be less than
9% of total revenues, business long disrance will be roughly 30% of total

revenues-meaning domestic long distance will definitely be solidly below
40% of total rc:venua. In contrast, bom d:u:a and Intemet will each be about
200/0 of revenues, intematio~a1 should approach 100/0 of revenues and local
should approach 10% of revenues.

Specifically, over the next fr:w years, we have residential long distan~e

declining by abOUt 1% each year in deference to Bell long-distance enny.
even though Mel's residential base is lest vulnerable than AT&T's. We also
ha.ve: busin~ long-distance: revenues growing at only a 7%-8% annual dip,
roughly half me aurent growth rate for WorldComlMCI combined in the
Lwina.s long-distance area bringing total switched long-distance revenue
growth to about 5% per annum, going forward-hardly, a heroic effort.
However, we do have data growing at 21% per year and Internet growing at
40% pet ye:u-strong growth rates that ftankly. we would expect to be
conservative given the demand for broadband services. Tn fact, our foredsted
growth rates for data and Internet arc less than half the current growth. rates
of these services and We doubt growth in these categories will halve
overnight.

.............................................- __ _.._._ _ , _ _.- _-_._- __ __.._ _ ...
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We have both loeal:Ll1d international growing roughly 41 %-42% per aJUlum,
berwcen 1999 and 2002, with international being driven by true non-U.S.
traffic growth on WorldCom's still expanding international, in-eounny and
pan~continent netwOrk presence. such that the return tr.1ffic portion of
international will be 5% or less by 2002 down from 20% today. The: buJk of
the growth. rate in intemational will be derived from non-U.S. originating
and non-U.S. teIminating traffic on WorldCorn's m.uch broader array of
local and pan-country networks. As for ow local service forecast, by 2002,
OUr estimate for WorldCom local service revenues will represent well bdow
10% of me bwiness loeal market share, a share count, we doubt Bernie
Ebbet$ will toler.llr.

In fact, if one looks at all ofWorldCom's ac:ld.rcssable: markets (i.e. U.S. long
distance, 70%-75% of U.S. business local. Intemct and international
business markets in Europe and Asia, whe:re WorldCom. has facilities), our
rcve:nue forcQsts imply mat WorldCom only attains 20%-25% of the:
incremental groWth of these markets. We estimate the target market size that
WorldCorn is add.te.ssing dirccdy with its facilities is roughly $350 billion to
$450 billion. We estimate that the market groWl in absolute doUar terms by
$30 billion to $35 billion per year versus our estimates for WorldCorn
absolute revenue growth of roughly $7 billion per year.

Considering that MCI itself has attained over 40% of the mcreme.btal
growth in the: U.S. Jong-distance market sintc 1990, with much less of a
unique set ofassets and nowhere near the head-start veJ'SUS AT&T and Sprint
that a WorldCom enjoys versus other carril:l'S today, Ogf revenue assumptions
clearly seem low. The fact iliat MCI garnered so great a share of the
incremental growth without having a unique set of assets. is a testimony to
Mel's historic strengths in marketing and merchandising and in systems
capabilitic:s which lead to development of sophisticated product sets. One
can only imagine MCI applying these historic strengths to WoddCom.·s truly
uni.que setS of assets and gomg ~r a much larger market opportUnity.

The point here is tha.t the movement in revenues is being driven by servil::CS
that are either already high-margin, Jow-chum services such as data and IP,

or are: services where the margins will likely explode as WorldCom leverages
capital that hcu already been deployed by ramping revenuc:s over ftxed assets,
most notably in the U.S. local markets and the international Jll2lkets.
Specifically, gross margins in data!IP run 75% vs. 35%-40% for long
disrance voice with data, having very Iitde SG&A relative to voice and almost
no chum. In addition, EBITDA margins among the PITs' and Bells run at

I PTTs-Po..~ Telephone lind TeJegrapJu - traditionally, the monopoly government owned-tdephoDc! scIVice providec: in mOSt
fon:ign countries.
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lca.st 60% in businc" markers, cash flow margins typically, on average.
double: to triple that of long disWlce., Thus. WoddCom enjoys a double
benefit in local and international, namely ll:VCRging fixed assets while:
attacking the highat voke margin business in the world.

Most imponancly. the rr::vcnue mix for WorldCom will become increasingly
skewed away from the most vul.nerable part of a long-distance porcfoJio ­
residentW long distance. which is especially true: as the BdJs enter the
matk.ct. However, it should be noted that 90%+ of MCl's 15 million
residential customers utilize one: or more MCr programs (for instance. MCI
captures 95% of the frequent fIyer mileage users who tie frequent flying to
their long-distance calling plaA). In fact. one:-third of MCl's $5.7 biJIion
residential revenues come from transaaional rcvcnue$ which will be
impossible for a Bell to steal since they are genera~d on a ca11 by call basis.
Hence, l:V'l:n in residential/ong distance. MCI is somewhat insulated, a fact
that has been borne out by the evidence of GTE. SNET and Century
Telephone. all getting well over 80% of their residenciaJ long-distance
customers out ofAT&T, dapite AT&T only having 60% of their muket.

The upshot of the revenue mix is that WorldCom starts out today with the
highest proportion of n;ve.nues in the data, IP and international space with
this proportion rapidly moving in a mon: favorable fa&hion. Also l as we said.
the revenue growth is being dr~ by semces that have higher SUStainable
margins) lower sustainable chum or services like 10c::J and incemational,
where assetS which have been dl:ployed will be fully I~raged to drive
margins and profitability.

t "lnu•••• "n .. .... • ••·SM)'..... ..•. l'.~

We Continue to Expect a Mid-8ummer Close-A Little Primer on the
Internet

There has bcc:n a lot of noise about the Department of]wtke and European
Union activity on the WorldCom nont. In a nutshell. We fully expect this
deal to close on tUnc in the middle of the summer and we believe that the
Department of Justice's inquiries into Internet will TC$Ult in the conclusion
that neither WorldComlMCI nor anyone else has a dominant position in the
Internet. In fact, giVCJl that Sprint itself on its Web page claims to c:any
50%-60% of the IP traffic globally) we find it difficult to believe that they
could object to the WorldCom dc:aJ. Similarly, GTE which has 24 strands of
fiber from Qwest and ownership of BBN, irsc:lf a Tier I peering Internet
provider, also seems a. bit hypocritical in its objections. With the fiber builds
of Qwcn, !XC, Williams and Level 3 plus with no shortage of routers being
manufactured by the likes of Cisco, the notion that anyone entity can
conuol Incemet backbones-which are simply routers hooked to fiber-is
preposterous. FurthermafC, the notion that anyone. even Bill Gata or John
Chambers, can differentiate what goes on these fiber routes, be it IP, e-mail
or even voice is nonsense. Actually. if one perused the Websites of major
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tclecom ~ers around the: world, one would get IP traffic market share of
290% if all the claims by e:ach carrier of what they canie:d of TP traffic were
added together. Clearly, this is proof that nobody can accurately coW\t IP
packets.

In Figures 11 through 13, we attcro.pt to display the inner skcleton of
fntemet traffic flows. Specifically. an end-user acce.sses the: Internet via an
ISP. which then connects into a network access point (NAP) ~ere fees are
collected to aggtcgate and distribute IP packets. These NAPs are: really the
nodes mat play traffic cop on the Internet. As Figure 12 illwcrateS. the
WoddCom family of companies (including Mel) only conuo114% of these
locations with this percent dropping on a daily basis, as more NAPs are
created. Once an IP packet leaves a NAP, jt goes to one of eight or nine IP
peering pointS where IP packets are exchanged at the: highest network level.
These Metropolitan Atca Exchanges or Federal Agency lntere:xcl1ange Points
are the trUe critical path for Internet transpoJ'L The faCt is that the eight or
ninc peering points of the internet (which are displayed in Figure 13) are not
controlled by any corporate entity but rather are housed in academic and
non-profit scientific institutions such as National Center for Atmospheric
Research. Cornell University and the National Center for Supc:.r Computer
Applications. No company has control of these peering points. although all
Tier 1 pc:cring ISPs (be it GTE/BBN, Sprint or WorldCom) have facilities in
each of these peering points. In fact, GTE itself (which is one of the irritants
against this dc:al) claims in its corporate advertising to be building an Internet
baclcbone 100 times the Slzc of the currc:nt Internet.'

Thw, we believe that once the exercise is over at the DOJ, the conclusion
will be what it should be-that there is no issue with dominance in the
Internet space. A$ we said. we expect a mid-swnmer close with no onerous
concessions as a result of the DO} investigation. Specifically, we bcli~ the
DOJ is most concemed tha.t small ISPs who cWTClldy rely on UUNET for
accc:.ss and egress to the Internet are guaranteed service: reliability. -fhw. we
believe: the DO] will want Wo.r1dCorn to guarantee continued service:
provisions and ac~ to dlese small ISPs. We: do not believe the 001 is
p:miculady sensitive to the likes of GTE. since GTE is a major entity in and
of itself with control of an Internet backbone. which GTE itself daims will
be 100x the size of the current Internet.

On the FCC and state regulatory front, we believe that this will go rather
smoothly since a WorldCom/MCI merger truly is a merger that legitimizes
the Telecom Act of 1996, as it creates a fully integrated telecom competitor
in the local markers.

• B:lrTon·~. Much 30, 1998, p.3 .
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Overall Model Assumptions

We have mentioned earlier what our eunings forecasts and free c:a.sh £low
forecasts are as well as our revenue mix changes. The bottom line is that
WorldCom will achieve EPS growch (32%) greater chan revenue growth
(17%) due co posjtive revenue mix changes towards higher margin services
and the realization of on-going synergies. We believe our modd has upside
to it for several reasons. One, we are assuming no revenue synergies
whatsoever in our model and one has to assume that MCl's sales force selling
[0 its existing customers should do easily as well as CLECs today are doing
selling into no existing customer base. Thus, we would expect mat certainly
by the second half of 1999, we will ~e very significant revenue synergies
simply by MeT siphoning off tens of thousands of loal at:CCSs line$ from. its
existing business customer base and as we said the vast majority of MCl's
business revenues come from customers who reside in buildings that
WorldCom'sloca1 facilities service.

The second sourc::e of upside surprise in our 1999 numbers is the fact mat
this deal will close in the middle of 1998 and thus, we will have probably flYe
months of synergies being developed in 1998 to have momentum coming
inco 1999. Thus, we bc:lievc the synergy number for 1999 on the coS[ side is
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likely to be higher. Finally, the third source of upside po~ntia1ly is that all
ea.rnin~ estimates are based on rhe middle of the: $29-$41 collar. Of course,
we be1i~ that the likdihood is that WorldCom will be: at or above the
upper end of the collat and thus, the exchange' ratio that we are using of
1.50] shares of WorIdCom for each share: of MCl at thc midpoint of the
collar could turn out to be 1.24 shares, which obviously helps pro forma EPS
since: less shares will be issued.

We should also note in our modd that WI: are assuming a $3 billion in
process R&D charge to be take.n at the: time of closure. If this charge is
somc:wnat higher, perhaps as much as $9 billion, it would of course reduce
the on-going goodwill hit to the numbers although not on a dollar-for-dollar
basis bceaus<: of Ute likdy recalibrating of depreciation Iiva. As f:u as our
margins are concerned, we believe that WoridCom's EBITDA margins,
which currendy are 30% will gradually rise to the mid·30s over the next few
years which corresponds to the change in the revenue mix when one:
considers that the driver of revenues are services such as local and
international as well as data and IP that have EBlTDA margins significandy
higher than those found in the domestic long-distance area.

In the sections that follow, we explain the various models which are included
at the end of the report (in this section, we also include: a capital expenditure
bl'C2k down for 1997 and 1998 for WorldCom, Brooks and CNS &. ANS,
with a discussion about Mel). We include revenue breakdown by se:rvice
c:ategoty models on a quarterly blllis foe 1998 (withOUL Mel, Figure 16) and
an annual basis for 1999 to 2007 (pro forma including MCI). In addition.
we include II quarterly 1998 WocldCom (without Mel) earnings model
(Figure 17), as well as an annual 1999 to 2007 WorldCom pro foema Eor
Mel earnings model (Figure 19). Finally, we dispky a quarterly aggregate
and core long disrance 1998 camings model for Mel· standalone: in Figures
21 and 22. Last, but not least, we have included a 10 year discounted cash
flow model for WorldCom in Figure 20, whidt gives credence to our price
targets.

Revenue Models, Figures 18 & 18

FlOWE 11. QUARTI!ILY REVENUE MODEL We display a quarterly] 998
revenue model (Figure 16) to baek up our assumptions in our quarterly 1~98
earnings modd (Figure 17). The quarterly modd breaks OUt CNS/ANS and
Brooks Fiber revenues. The Brooks Fiber merger closed. on Jmuary 2tf':>
1998 and is poolin~ therefore 1998 reflects a full year of Brooks' results. We
have not yet restated 1997 for Brooks Fiber. The CompuServcIANS merger
closed on January 31", 1998 and is purchase accounting therefore the fust
quarter of 1998 includes two months of CNS/ANS results. We leave
CNSIANS and Brooles as separate linc items in this model to highlight the
growth rates ofsW'ldalone WorldCom.

••••••••• _ nn _ _ ••• _ • __• _._ __ _._ _ __ ..
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We have nOI: included MCI in this model, sinc:e MCI is also a purchase
ttansaetion. Thus. WorldCom's 1998 income statement will no t be restated
for the full year to account for Mel. However. a:; seen in Figures 21 and 22
(MCI earnings models) we will point out that for 1998, we estimate that
MCI wiJI have $21.4 billion in total revenues (8% above 1997) with coce
long-dist2l1cc rc:vcnues of $18.4 billion (only 4.5% above 1997) and we ace
estimating standalone 1998 EPS for MCI of $1.10. essentially flat with 1997,
with an EPS estima~ of $0.19 per share foc lQ98 vs. $0.42 in 1Q.97. but
above: 4Q?7's $0.10 per share. Also. as seen in Figures 21 and 22. we arc
assuming no acc:e1eration in either oveall or core long-distance: rev1mUC
growth for MCI in 1999 vs. 1998 and our implied EPS for 1999 for MCr,
which is embedded in our WotldCom model. is only $1.30 per Mcr stand
alone share.

FlQURE 18 ANNUAL REWNUE MODEL When WorldCom begins to report
combined financials, the company will plac:e the revenues from Mcr,
CNS/ANS. and Brooks into WorldCom's traditional disclosure categories
(Domestic Switched, Domestic Private Line. rn~rnarional. and Internet)
whkh we estimate in Figure 18. We attempt in Figure 18, to peel the: onion
back even further by attempting to spJit Domestic Switehed revenues into
business long distance. residential long distance and local. .As you might
expect, this is not an enct science since when combining companies there are
alwap restatements to confonn to the 2Cquiring companies accounting
methods of calculating revenues (one example is that bad debt can either be
netted out of rc:venues or taken out of expen.sc:s). In any event we: estimate
what the revenue line items wi1llook like including the acquisitions in Figure
18.

For Figure 18, we place the full amount of CNS/ANS revenues into the
Internet revenue line whicil is the: logical place for ] 00% of these revenues.
For our purposes, we place 100% of the: Brooks Fiber revenues into the
domestie: switched loal category. although there may be :I. small amount
which may be categorized as private line ICVCJlUes. For MCr in 1999, we
estimate that 73% of MCI revenues should be:' placed in the domestic
switched services categol)'. 17% in domestic: private line/ckta revenues, 2%
in Internet. and 8% in other since these revenues relate to SHl Systc:mhouse.
Overall. we have Mel's revenues growing at a single digit rate beyond 1999
and in general. we feel the result of our teVe1\ue analysis shows the
conserntive nature of our estimates. We have: pro forma Business Long
Distance Switched Servka growing at 8% from ] 999 onward (half the
current pro forma growth rate) and Residential Switched long-distance
rc:vcnuc:s shrinking 1% per year. ans:mpting to reflect a more competitive
environment.
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Margin Analysis

The revenue mix analysis leads to the jump in margins we 41't:: projecting for
the combined company. Specifically, we see gross margins rising from
52.6% in 1999 up to 56% in 2002 and EBITDA margins rising from 31%
in 1999 to 36% in 2002. & shown in the annual r~nue rnodd. Figure 18.
data and Internet .re\tcnues are growing at over twice the growth rates of
voice. Data and Internet an: higher margin businesses rcl.ative to traditional
voice due to the: rdatiydy smaJJer amount of SG&A required for these
businesses. as weJl as having lower tnnsporr costs rdative to prices and not
having to pay switched acccs.s fees. In addition, international and local
revenues (also growing at more than tWiee the rate: of long.m.srancc: rcwnues)
are higher margin businesses as well. In local. WorldCom's CLEC operation
is targeting businesses of the RBOCs. which currendy have EBITDA margins
in the 40% range for the combined company and business EBlTDA margins
(where WorldCom is targeting) in the 60% range. Similarly with
inta'national revenues, WorldCom is wgeting the margins of the foreign
PTTs with EBITDA margins in the 50% range and operating margins in the
30% range. Furthermore, WorldCom's margins will rise as the company is
leveraging assets which were recently deployed. In other words, as time
passes on the operations ofMFS, Brooks Fiber, Europe, and ~ia will mature

and boost the margins of the overall combined company. Furthermore, as
the portion of revenues coming from residential long distance (a Jower
relative margin business) shrinks from 15% in 1999 to under 9% in 2002
margins ar~ enhanced.

Annual 1997A-2007E Income Statement, Figure 18

We still anticipate that the Mel merger will dose this summer but we wait
until 1999 to reflect MCl's results in our model. WorldCom is guiding
analysts to wait until 1999 to add MCl into earnings models since a month
or two difference in the assumption of timing of closure makes a large:
difference in the modeJ and therefore consensus esurnates will be apples to
apples jfeveryone waits until 1999.

WorJdCom and MCI have reached a dclinirive merger agreement which
translates to a $51 MCl price. The class A shares held by British Telecom.
will receive $51 jll cash. MCI common shareholders will receive a fIXed price
of $51 per share within a collar ofprices for WorldCom of $29 to $41 and a
floating price, fIxed achan.ge ratio outside the collar. The fixed exchange
rate above $41 per WorJdCum share is 1.2439 and the fIXed exchange rate
below th~ collar ($29 pe:r share) is 1.7586. At $35 the midpoint of the range
the ach:m.ge l'.lte i5 1.501. To be conservativc. in our model we assume the
midpoint of the range although we do believe WorldCom's srock price will
be higher at the time of dca.l closure which implies lower shares outstanding
and higher c:unings per share. To calculate shara outstanding in 1999 we
take the 1998 shares of WoddCom (including Brooks and CNS/ANS) of

..._--~.- .., , ,..__ - '" _ ------_ _---- - --- -----
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1.073 billion and add in 583 million common shares {total shares
outstanding of 720 million for MCI less 137 BT shara} multiplied by 1.50l.
The result is our assumption of 1.95 billion shares outstanding for
WorldCom pro fonna for MCI in 1999, a share: count that ~ likely to be
proven too high.

Since MCI is a purchase: accounting uanAaion, there is a significant
goodwill charge. The equity value of MCI is approximately $11 billion and
the purchase: price: is $37 billion. If the raulting $26 billion of goodwill is
amortized over 40 years, the per year amortization of goodwill created in this
transaction is $650 million per year. WorldCom is ~pected to take a $3
billion or larger in process R&D charge to reduce goodwill to $23 billion,
but then the depreciable lives would be restated downward for the rernaining
goodwill and the per year goodwill charge would $till likely be in the $650
million range. However, WoddCom is using something called fair value
accounting which will lower current depreciation for WoddCom and MCI
by approximately $500 million per year and therc:fore the net incremental
depreciation and amortization from the Mer transaction ~ only in the $150
million range.

Fair value accounting (which MCI had been working on with BT) takes
independenc appraisals ineo consideration when wluing communications
equipment and software. and writes down to "fair value- the equity
associated with a piea: of equipment. The consequence of this is that MCl's
hoole equity v:alue declines because the value of certain equipment is lower.
However, this helps EPS calculations because in essence, 15 to 20 ye:lt
depreciation lives on this equipmc:nt is swapped for 40 year amortization of
the incn:m.cncal goodwill caused by the downward revision of book value due
to the write down of the: old equipment.

LINE COSTS AND OPERATING EXPENSES. WorldCom reported fourth quancr
1997 opcnting expenses equal to 49.2% of revenues and we are estimating
fuJI year 1998 operating expenses CO rise slighdy to be: close to 50% of
revenues (including CompuServe and Brooks Fiber). For 1999 including
MCl, we are estimating line costs and operating expenses co be 47,4% of
revenues including synergies of $1.2 billion. Excluding the $1.2 billion in
synergies in 1999 (which we detailed earlier in this repon in the synergies
section), we are looking for line costs and operating expenses to be 50.6% of
revenue! which is consistent with our previous standalone WorldCom
estimate of 50% and standalone MCI estimate of 52%. By 2002, we see line
costs and operating expcnsg falling to 44% of revenues driven by the
changes in revenue mix driven by higher margin businesses suclt as data,
Internet, local and international becoming a gre:uer portion of total revenues
versus the lower margin business of domestic switched long disttncc and also
due: to higher expense synergies from the combination with Mel totaling
$3.9 billion in 2002.

.....................................__ _ _ _._._-_ , ,., - -.._-
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SELLING GENEJW. AAlJMINISTRATIVE EXP&NSES. WorldCom. reponed fourth
quarter 1997 SG&:A equal to 20.0% of revenues and we are estimating full
year 1998 SG&A to remain basically Hat at 19.9% of revenues (including
CompuServe and Brooks Fiber). For 1999 including MCI, we are estimating
SG&A. to be 21.6% of revenues induding synergies of $1.3 billion.
Excluding the $1.3 biJlion in SG&A. synergies in 1999. SG&A expenSC$ ue
25% of rcvt:nues which is being driven by WorJdCom's SG&A of ]9% of
revenues and MCl's SG&A in che 28% range. By 2002, we see SG&A
expenses falling sJighdy [0 20% of revenues mainly for two reasons: First.
higher SG&:A synergies from the combination with MCl whic:h. total $1.7
billion in 2002 and secondly, the fact that revenues from low SG&A
businesses such as data and Internet become a. Jarger portion of total
revenues.

EBlTDA. WorldCom reported fowth quarrc:r 1997 EBITDA of $617 million
equal to 30.80/0 of revenues. We are estimating full year 1998 EBITDA of
$3.3 billion (excluding MCI but including CompuSel'Ve and Brooks Fiber)
for an EBITDA mugin of 30.2%. For 1999 including Mer, we an:
estimating $11.8 billion in EBITDA or 31 % of revenues including synergies
from the MCI transaction of $2.5 billion. Excluding the $2.5 billion in
synergies in 1999 (which we detailed earHer in this report in the synergies
section), EBITDA would be $9.3 billion or 24.5% of revenues which is
driven by a WorldCom standalone 1999 estimated EBITDA margin in the
31 %·32% Wlgc and a standalone: MCI 1999 estimated EBITDA margin in
the: 19%-20% range. By 2002, we see EBITDA ma.rgi.ns rising to the 36%
range driven by the changes in revenue mix (higher margin businesscs such as
data, Internet, loa! and international becoming a larger portion of revenues
versw the: lower margin businesses of business and residential domestic
switched long distance sec Figure 18) and due to higher operating CJCPcnse
and SG&A synergies from the combination with MCl totaling $5.6 billion
in 2002.

Income statement Adjustments for Compu8erve and Brooks Fiber

On January 31. 1998, the: merger between WoddCom and CompuSe.rve
Corporation w:lS complcted. CompuScfYC's financials are integrated into
WorldCom's income statement under the purchase method of accounting (as
reflected in WorldCom's quarterly 1998 income s~tement, Figure 17). As
pan of the tranSaction. WorldCom ac:quired ANS Communications from
America Online Inc:. (AOL's bacld>one Internet provider) and has entered
into five year contracts with AOL under which WorldCom will provide
network services to AOL. In addition, AOt received CompuScrve's
Interactive Services Division and $175 million in cash and WorldCom is
retaining CompuServe Network Services (eNS) division. As a result,
WorldCom is retaining the backbc-ne Intemet (the wholesale part of
CompuServc:'s and AOL's bwine:ss which is similar to UUNET's operations)
without having exposure to direct dial·up end wcr customers. On }anuaxy
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31st, each shace of CompuSC1'Ve slack (approximately 93 million shares
OUtstanding) was convcncd into 0.40625 shares of WorldCom common
stock. The.cdore. approximately 38 million WorldCom shares were LmJc:d in
connections with the CAmpuServe acquisition. CompuScrve brings $200
million in C2Sh to WorldCom and no debL Therefore, the a.sh that
WorJdCom received from CompuServe will be passed through to AOL so
the two transactions are essentially cash·neutral to WorldCom, no debt was
acquired and therefore the: total purchase pri<=e for these tWo data networking
businesses was roughly 38 million shares ofstock.

As the CompuSe.rve acquisition waJ purchase accounting we reflect the:
CNS/ANS results in the WorldCom income statement for two months
(l'cbruary and March) in the first quarter of 1998. Therefore the growth rate
for CNS/ANS revenues is not an apples to apples <=ornparison sequentially
from first quarter 1998 to second quarter 1998. and from 1999 over 1998.

lne CNS/ANS acquisition is accretive from day one: as WorldCom is adding
slightly over $1 billion in ann\1al mrenues growing at a mid to high 30%
growth tate. (On a standalone basis, CNS was growing roughly 30% per
year while ANS was growing 40%). In addition, CNS and ANS combined
have roughly $210 million of EBITDA and there are upwards of $70·$80
million in synergies-80% of which are netWork. syncrgica whic:h arc
identifiable. Specifically. fourth quarter 1997 pro forma revenues for
CNSIANS were $231 million up 54% from fourth quarter 1996 with
EBITDA margins of 17% pre-synergies. Therefore. based on fourth quarter
1997 results our growth rate assumptions arc modest. Goodwill from this
transaction totals slightly over $1.2 billion of which $429 million will be
immediately expensed in the fust quarter of 1998 (not refleered in our
earnings model sinc::c: we are projecting results acluding non-teCwring items
for 1998 and 1999) and the remaining $780 million will be amorU%e:d over
10 years. The $78 million per year in amortization of goodwill is tax

deductible.

The I1Iooks fill' lIJetgeI' is
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The merger between WorldCom and Brooks Fiber was completed on
JanuaIY 29. 1998 and qualified as a pooling of interesa transaction.
Therefore, Brooks is reflected in all three months of the first quarter of 1998
in our WoridCom quarterly 1998 earnings model (Figure 17). As a result of
the merger. each of the 40 million fully diluted shares outstanding of Brooks
Fiber conunon stock. was converted into 1.85 shares ofWoddCom oomm.on
stock for a resulting increase of roughly 74 million shaces to WorldCom's
share counL Brooks Fiber had full year 1997 revenues of $129 million and a
$26 million EBITDA loss. Brooks' n:VenUC5 in the fourth quaner of 1997
were $44.6 million (up 175% over fourth quarter 1996) with an EBITDA
loss of $4.7 million. Our 1998 revenue: estimate for Brooks which is
incorporated into our WorldCom model reficctS revenues of $366 million or
a growth rate of 1840/0 over 1997 revenues. On a standalone basis. Brooks
would have: had positive EBITDA in the $35 mHlion range for 1998. Brooks'

... _ •• ••·•__ •• _ _n u · ._ _ _._h _ .
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capital expenditures totaled $422 DJ.iJlloJl in 1997 with $131 million in the
fourth quarter of 1997. In addition, sinc:e: Broob is pooling, WorldCom '¥ill
have CO go back and restate 1997 numbers to reBect Brooks Fiber by quarter
which wc will also do as WorldCom provides restated numbers.

The Brooks' merger is basically neutral to WorldCom's 1998 results and
positive in 1999 due to revenue synergies by cross-sc1Iing products to each
othcc's customers in addition to SG&A and other synergies from the
combination of oper.luons and offices. In addition, Brooks accelerates
WoddCom's local market entry in secondary markers by one to two yeus,
expands WoddCom's local presence from 52 mmcrs to 86 marJceu, fuels
top-line revenue growch, adds significant local fiber networks and local
switching capacity, and adds additional local access expertise. Therefore, the
Brooks merger, which adds very dense, local CLEC networks and
sophisticated systems, enhances the synergies to be realized by WoddCom's
combination with MCI.

Capital Expenditures Break Out

We anticipate thc c;ombined WorldComlMCI to spend $7 billion in capital
spending in 1999, tamping to $8 billion by 2002 and $13 billion by 2007.
& a percent of revenue, capital expenditures should decline from 18% of
revenues in 1999 to 10% of reveDues by 2007, which is a reasonable level in
a more steady stare environment. In Figure 14 below, we display
WoddCom's 1997 iUJd 1998 capital spending by category, with these figures
including Brooks Fiber, CNS&ANS but excluding MCI since Mel's capital
budgtt is I.ikdy to be altered pon·merger and MCl has a significant amount
of software and sysu:ms apendicura, which do not coincide with
WorldCom's hard asset categoxy.

Having said this, one can sec in the Figure 14 bdow that WorldCom's
capital spending will rise 21% in 1998 over 1997. a function of the rapid
growth of this c;ompany. The increases are in growth areas of international
and Internet, with each of these categories more than doubling in 1998 vs.
1997. Tn c;onrrast, WondCom's Iong-distana: construction project is largely
behind it, as evidenced by the: decline in spending in that area, as is the heavy
expenditures in local infrastructUre bulldout as WorldCom's and Brooks'
networks are now in a success-driven mode as opposed to an up-front
huildout mode-which of course, bodes well for margin expansion as more
local rcvc.nues arc pUt on these network assets.

A Doce about MCI is that their overall capital expenditUres in 1998 are
expected to be about $600 milli.on less than WorldCom's total spending,
with the: long-distance network being the only area where MCl will spend
more, ~oUt $1.3 billion whereas in international, MCI is only expected to

spend about 20% of what WorldCom will spend and MCI will spend
nowhere ncar what WoddCom is spending on IntuDet. However, as we
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alluded to above, Mel's ~pc:nding on systems and software well exceeds
anythin~ that WorldCom doa. This distribution of capital spending
between the two companies is a microcosm of the synergistic benefits of this
merger because it dc::arly demonsuates that the respectivc spending by
WorldCom and MCl is very compleme:ntaIY to developing a fully integrated
on-net provider of voia:. data and IP services.

$lnmIlHo,.

WorldCom
(includes Brooks Fiber, CNS&ANS; excludes Met)

Local
Long Distance
International
Internet
Local Construction
Long Distance Construction
Total

Source: Smith Bamey Inc./SalOIl1QJ'I Brothers Inc

1997A

$881
656
398
323
354
536

$3.148

1e98E

$592
829
848
808
442
~

53.815

Discounted Cash Flow statement, Figure 20

We have provided a ten-year discounted cash flow statement in Figure 20.
We assume: a discount rate of 13% in-line with WorldCom's weighted
average cost of capital and a 2007 temUnal firm value: to EBITDA multiple
of 8·10 times (which we believe is conservative since 2007 over 2006
EBITOA is still growing over 16% and chi" terminal multiple defaults into a
2007 PIE of 16.6x, below the estimated 2007/2006 EPS growth nUe of
19%). We add up WoddCom's discounted free: cash How from 1998
through 2007 (this is post capital spending of $7 billion in 1999 and
growing to $13 billion by year 2007) plw the present value of putting a 8·
lOx multiple of 2007 EBITDA to get to our theoretical firm value of $164
billion at the mid-point of the range. We then subtract pro forma net debt
of $21 billion for a theoretical value of$143 billion or $74 per share of at the
mid-poinL We then conservativdy put a 17.5% trading dis~ount on the
the:oretiaJ value: per share for a resulting trading value of $61 at the mid­
point.

....................................................................._ __ __ __ __..- _ -_ - _-_..- _-- _ .
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Final Word on Valuation
L dL - • = ,-e; _ ....

We: would vgue, that no matter how one slices it WorldCom is worth $60 a
sha.rc over the next 12 months and $90 a share over the next 24 months. We
believe WorldCom dc:serves a PIE on an on-going basis consine.nr with other
large cap blue-chip growth srocks which would pUt it decidedly in the 30+
PIE range. In addition, out discounted cash flow analysis suggests fair value
of over $70 per share today using very conservative terminal value multiples
of earnings and EBITDA. Finally. WorldCom tradl::$ at one of the lowest
ratios of firm valuelEB1TDA rdative ro EBITDA growth among the entire
universe of global wecom stocks (see Figure 15). a universe: that has over $1
trillion of markc:t cap. For those that are interested. accompanying
WorldCom on the chc:apness scale are Tde.fonica de Argentina (TAR), OTE
from Greece. CAN1V from Venezuela, Tdc:communicac:iones de: Chlle
(eTC) and Tde:bras (TBR) representing the six chcapc:st telecom stocks in
the world on this mc:asure.

Therefore, no matter how one looks at this, WorldCom reprcsents a very
cheap. large cap growth stock on a global basis with an unmatched set of
strategic assets in its indway-a stock that is cheap relative to ocher large cap
growth stocks in the S&P and a srock that is one of the: cheapest tc:lecom
vaJues in the world when indexed to its growth tate.

.......__ _ - - _- _ _--_._--_ -.--- -_ .
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Taletonica de Araentina TAR S36.25 SB548 ".7 12.2% 0.38
IWorldCom (Proforma for Mcn WCOM $42.75 583 260 8.8 20.8% 0.42
Tel.bras TBR $123.00 $39,444 3.5 7.9% 0.45
Telecomunicaciones de Chile CTC $27.13 $5,940 7.0 15.4"- 0.45
CANTV VNT $40.63 $5,804 4.1 8.8% 0.47
OTE HTO.GA 8,010 $11,706 5.9 12.0% 0.49
Sprim FON $66.00 $28.380 6.9 9.~o 0.71
Telefonica del Peru TOP $21.56 S5,041 5.3 6.3% 0.85
Telecom Argentina TEO $34.38 $6,168 4.5 5.0% 0.89
Fromier Corporation FRO $31.75 $5,212 9.2 8.6% 1.07
rrelMex TMX $53.63 522,209 4.9 4.5% 1.0e
Century Telephone CTL $41.69 $3,827 8.1 7.4% 1.10
GTE GTE $60.58 $57,843 7.2 6.4% 1.13
Tel.kom Malaysia T.MK 11.40 $8,588 8.0 5.8% 1.39
AT&T T $65.44 $106,598 8.3 5.8% 1.49

Bell AUantic BEL $100.38 $77,941 6.6 4.1% 1.61
sec Communications SSC $43.00 $78,862 7.7 4.4% 1.73
BellSouth BLS $66.88 $66,340 7.2 4.0% 1.79
Telecom Italia TI $82.25 $43,222 3.9 2.1% 1.88
Ameritech AIT $48.00 $52,665 8.3 4.2"10 2.00
Portugal Telecom PT $55.25 $10,488 7.2 2.JDA. 2.63
US WEST Communications USW SSS.SO $26,890 8.5 2.2'Yo 2.99
KPN KPN 552.38 $24,497 e.9 2.0% 3.41
Tele Oanmark TLO $44.50 511659 7.7 1.8% 4.36

Source: Smith Barney lneJSalomon Brothers Inc
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Investment Conclusion

WorldCom is a must own stock. This is a. company that has an unmatched
set of strategic assets, is wdl positioned to take advantage of me: growth areas
in telecom, is led by the CEO that has crC:iil.ted more shareholder value than
:tIlY in thi5 industry over the last 10 years and offers a very cheap valuation
relative to its growth. especially when one cunsidcn its ~ry suong strategic
position .
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'.. ·!""'·';h>,:·t.ii'i.i··\~tt'J';'«t~)Jtill<;:~tH11{«<;;iW~ilmF@'·Iu:mf.t~.j1~~.UM'Y'£i:'U~;¢ti~~t~!it'ttf£~{WtlUn.~~~aQ";''f,mlijb~ttV;jWA";:1ji}~JSiUliF<'l1~·HY'~j'%~U~F;V~jlP,:'rf:;·~~.'.'Tt:PW;tW.">
f.'!I·qf4:~~~~$~~Jit.~,Wnt~"i."':t.n)J'.ta",gA_.l(l"~d"~.'""J"J'«~Q;'l\i""'.M'i:Mnp..\ro"",i;,~"~~J;.y,u;~t1h!\ntljlhhU1.IDnM~nnWMj~it:;.tHt-t~~~Tt
$ In millions

'89-'04 '811·'01

JNIE~~ 11811E 2000£ 2:O!l1E 2.002£ 201)3£ 2004£ 2005£ 2806E ~L_ ~(iR . _CAGe

BUlin.,. Lan" DI.tllllC41 Swnehed 8ervle.. 514,487.' 115,141.' $18,463.0 S11,831.5 ~1.,'7U $20,211.$ $21,960.2 S23,nU '25,5U.6 127,420,1 7.7% 7.7'1.

R8WBnuBGrow1hRate~.Dverl'l'.) 4.5% 8.7'1. 7.1% 5.9% B.a% •.3'% 8.1% 7.8% 7.2%
Z. ot Tolal Reve!lun 13 5% 39.8% 38,5% 33.1% tll·8% 27.8j~ 260% 24,2% 22.S% 20,7%

R..ldlnllel Long Dfllanci Swltch.d Strvlc.. '5.119,1 '5,8110.. 15,605.0 SS,5Ut 15,415.1 $5,411.1 SS,351.0 15,30304 $5.250.4 15,187,9 (1.2%) (1.1%)

Revenue Growth Rale (yr. OY8rrr.) -6.0% -l.S% ·1,~~ ·1.2% -1.0% ·1.0". -1.0% '1.0% ·urn
'IS 01 Tot,1 RJYtnyQ8 18.0" 15.0% 12.4~; 10,4% .,7% 7.4% 6.:J-" 5.4% 4.6% 3.9%
Totti LonlJ DI.tAInct Swltohed Senile.. 120,417.' $20,8:12.1 S22,.'8.0 82.3,I11U '24,142.6 $25,613.0 S27,317.2 S28,038.7 130,B38.' $32,811.8 Ii .6% 5.8%

Revenue GIIl'N1h Rale (yr. over yl.) 1.1% 6.9% 5.0% 4.2% 6.4% 6.:J--' 6.lP,~ 6.2"/0 6.8%
% of Total Rmnues 815% 54.1% 4B.9~~ 43.4% 38.5% 35.2% 32.3% 29.6% 27.1% 24.8%

La"1 DomM11c Swltchtd Stl"llc.. ~1,431.4 12,205.5 53,2111.1 '4,442.5 '8,001.1 $7,222.7 $1,617.5 $10,22D.2 512,101.3 $14,331.2 31.3'1. 26.4%

Revenue Growth Rate (yr. over yr.) 54.1% 46.9% 37.2% 35.3% 20.2% 19.3% 11.6% 18.5% 18.4~~

% t1f Totel RevlnUell 4.3% 5.8% 7.2% 8.3% 9.'% tl,l!% 19·2% 10.4% 10.6" 10.8%
TatBl Domttllo Switched Stmott $21,801.0 123,.'1.2 $26,718,1 $28,057.1 '30,830.7 $33,433.5 131,483.8 $311,862.1 143,800.5 141,611.5 9.3% 9.3%

Revenllll Grattth Ral' (yr. 0\/8rrr.) 6.9% 9.B% 9.1% 9.2% 9.2% 9.2% 9.2% 9.4% 9.3~"

% 01 Iot,l ReUnU!!1 §5 .% 6f.5% 61,0% 62."" 18 B% 45,8% 43.2% 40 7% 38.3% 35·9%
Domttllu Prlva~LlnlN'D." '5,795.(1 '1,822.1 11,344.2 $10,1 &0.4 '12,U6.11 St4,1I0U 817,985.7 '21,571.3 $25,808.1 131,115,$ 21.4% 20.9%

RevenutGI'O'.vIhRet.~.overyr.) 17.7% 22.3% 2f.1l'll. 21.3'% 20.9% 20.5% 20.1% 20.1% 20.1%

%g1 IoIIiRevunues 17,4% 17.l!% 11 6% 1M" 19.8% 29·1% 212% 22,0% 22,1% 235%
Inlllrnellonel 11,272.11 .,,,.'" $2,124.' $1,000.0 $&,038.' .8,2.... 17,141.0 $1,1107.11 Sl1,818,3 814,772.11 32.0% 2.,9%

Rew_ Gl'ClW\h Rate &r. over yr.) 62.0% 48,0~~ 41.f1". 26.0% 2•.0% 24.0% :lA.0% 24.0'1. 24.0%

% cHol1I Revenue' 3."" 5.1% 11.5% 7di,.. 8.0% B.6% 9.2% 9,8% 10.610 11. f%

In18rn.t $2,831.0 '4.023.3 St,028.' 1....,.5 $11.5&2.1 '1.,558.2 $17,111.2 $21,41S.O S25,I2.5.3 $31,018.' 34.5% 29.1 %

Revenue «:;rattth Rale (yr. over ~r.) 52.5% 49.810 40.5% 38.8% 25.9% 21.7% 21,0% 20.5~~ 2.0.4%

% 01 lotll A!!V!nu8' 71% ID.6r- ].3.4% 15.9% 18.1% 19,9% 20.9% 2U1% 22.7% 23.4%

Cor. R.venu.. SlI,614.1 436,Ull.1 $42,1115.8 150,115.0 nt,5lit.3 "~,147.1 S7',Il1.1 S82,UU $107,241.2 $12.,51'.2 17-2% 16.7%

Rlven"l Growth R.te<Vr.overxr,) 14.5% lU% 18,1'1: 11.6% 11.1% ,5.1". 11.1% 11.0" 1U%
6HL & Othlr 11,862.0 SI,nU5 $2,231.4 S2,.n.7 S3,21U $3,'S6.~ ~4,627.1 15.662.5 16,613.0 '1,1195.8 20.0% 21),0%

Revu_ GIOW'Ih flal8 (rr. over yr.) 11.9% 2UI% 20.0% 2.0.0% 20.0% 20.0% 20.0% 20.0% 20.0%

" OIl To!!1 Revenue, 5.0% 4.9% 1.!% 6.0% 6.1% 6,3". 5.5% 5,7% §.f% 8.0%

Totti Rev.nuea 133.216.1 138,051.7 $15,147.8 pun.? '&a,nu '73.003,4 '"545.8 8.'.fll.1 .II9.91U "3U!1,' 17.3% 16,'"

RIMnue Growth lUde~. lWtr yi.) 104.4% 18.8% 18.2% 17.8% la.8% 11i,9% 15.9% 19.2"" 18.4%

1998.2007 are Pro Forma For Mel.
Sll\.I'ce: Sm~h Berney Inc.lSelomon Brothtlt Inc

___ ,_~_" __" ,,,,,.-."''''''''''''''''''''''''''''''--'''---'''''''''~''_A--_''-''''''''-''''''''''''''''--'-'' ~ _ ·_.-.._...., ·._ _·__." _.__ ..,. .. ·.·I-.._· '_ _A_ .........- __••-".-..__." __.•.....,..,_~,__~,,__-...-_..__ _
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ShLOMONSMITH&RNEY

1ftj·.i~~:I.ff.d.il;IBQ~;Uit.f~Ulll\i\li~ii~~l!ffiimn~li~t!l~~n¥iittfgUi;*1!.ti:\M.fl}ii~ffitl~ii~!Hm~~mti!~M@HMif.U:1~c~wlilm!m~~Ul~fm..m:UHffRt¥.H
$ In million., except per-sh.re data

till 1111 2000 zaal za02 20m3 BDt__ ZlHlL-. 200&_ 21107
PIli 1. AnnuIIFIH CllhflowPlojediOll5
Rewemues 510.784 '38,D59 m.147 153.361 562.173 $73.003 $84.546 $98.02' $113.911 $132.642
EBITDA 3.256 11.881 lU99 18.671 22.598 26.281 31),437 35.290 41.008 41.751
Nellncome 1161 ],624 5.618 ],829 10,232 12,no 14.640 17386 20.688 2Ull6

I'tus:
lnlllresl Expense Alter·YaK $245 '719 $sal sm $444 $34) $240 $2-41 $241 $2·41
ggDredo!lonan4Ampr!ilalon 1,255 4,(168 4.414 5.024 6.372 5,954 6596 1,303 8,065 8.801
Less: capital Spending (3.400) (7.000) (7.500) (7.750) (8.000) (8.365) (9.125) (9.995) (11.000) (13,000)
L8ss: Warklng CspUallncresSB 0 0 0 0 0 0 0 0 0 0
free Cub flow U,039) 1.171 3.142 5.596 8,049 10,221 12.151 11,935 17.993 20.609
DISCOtIIt1!IdE!!8 Casb flo,,· (l9J?) S1.I52 S2.1711 53.432 '4.369 '4,909 SS,l:51I 15,618 15.990 IBP71
FWptlUly V,kIe CIkuIIIIrm 11 12 13
Dlscounl rale 13.0% 13,0% 13.0%
Assumed 2007 fVlEBfTDA "IultJple I,D 9.0 10,0
Implied 2007 Plf MuNgle 14.1 16.6 18.8
Pill 2. Cl!ajlliarl ofThellllliealVa" Per Sill"
Discounlrlte l") 11.0% 13.0% 13.0%
Sum OfOISGtunllld ClIsllflow(1998·2007) $311.050 $31.050 $38,050
Prt1~nl Value ot PerpelUilI Cash flow 112,535 lZ6,Sal 140,669
v,uOlDebi Plus Equity 150,585 154,652 178,719
Less: Martel V.lus or DeW, (21,000) (lUOG) (21.000)
Plus: 1Il1lr1le1 Va"8 OICssb 100 100 100
TheorefCIIValus 129.685 143.752 157.819
Fu1~ Oluled Shal'8$OUbllWJdln~ 1.941,6 1,941li 1.947,6
TheoreUcaiValue Per Sher, 166.59 m,1l '81,03
mk!InbV...aSI·zo" PisoaInl,,41 'SUJ "'" . '16.15
115. dDts not~Mel.
a1ProfOll1llrcrMCI.s .. lMlI..... lf191,

MntJAtg MCiSlIII'IS
Sclw«!: smtJI Bameyt1eJSII_Bldlnll'J Inc

... _ _-.. ~ ...-...~ ..,_'VI_._ __¥ __ ~.,__#__ ~'Y"'¥.•_•• .. _-.. _ _.-••••••_ _ - ..__-- --.-.- __, ~ _ •••~. ..-........__,_
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SALoMONSMmI8MNEY
:,.! :. ::::,: .:.:.. :: .. ''l'''.; Co.,}.:, "~"'."; ~iHt:ktl.~@"ltNKti("·i''';:;;inp5.;;h·ii.~:;';::i1rHMMIII;:MP~!f!;l~NlllPH:1;; i'i.I!lltf~"f·t?rn1;';\~Htlj!·}1'''$.f';;:~5.:tFi~;;F;;~t;;t~i'v.g:m1¥!'!i.'fl~~lJi~'~¥l. V;;:WJ"'.;;:;;)'HI':.. \':.'~';'t<~.~r:,*;
~'I...tt~I:1:jrf~MQJ;.)_""e. •.§•.pq".I~}J:I.'7~~n~II'-fit~~t;_~~~tJ~_.J~~~:H~~;i~~Jffi~;~t~.g{·t:t.~~:i:~:~~:f~L!~l~~:%J~1l~l~:~~{t~tHil'"~;tM~1f.J~5f~g~~1i.iii~:$f\~J5rtiH~~~~~~~~~~i}m~~g~J.~'~i.l~~~m¥:t@m~

($ In Mllllone, £llnpl Pit Sh.,. Amounlllj 1997A 1998E

'QA 2QA 3QA· 4QA 1997A 1DE 2QE 9QE 4QE 19NE 181111E

Total Oper. RllYenun U,D3 $4,843 $4,816 15,113 81',725 $5,213 $6,272 $5,327 $5,602 $21,413 52.3,313

Revenue Growth (Yr. OverYr.) 8.7% 8.1% 4.3% 7.6% 6.7% 8.8% 8.9% 9.0% 9.6't.. 8.8% 8.9%

Tolil Oper. &pen... $',217 $4,291 $4,55T $4,889 118,034 $4,897 $4,886 54,167 55,044 $1',695 121,374

C4lst Of Servioe8 2,525 2,547 2,879 2,844 10,695 2,798 2,790 2,713 2,846 11,147 12,200

Sales. Operations & General ',319 1,285 1,354 1,497 5,485 1,652 1,521 1,653 1,580 8,20& 6,683

Depl9cialion .. 53 479 625 648 2,005 548 575 601 618 2,342 2,491

EBITDA $1,039 $1,831 "54 $m $3,695 $8S. $981 $1,060 $1,175 ",0&0 84,430

Operallng Income $586 $552 SIlt 8224 $1,681 $31& $3. $459 1558 $1,719 81,9311

Inlllresl Expense (&8) (58) (58) (82) (255) [58) (68) (76) (78) (278) (375)

InlBrestlnoome 6 4 4- 4 18 3 3 3 1 10 22

O1her Income (S) (4) B 6 4 (4) (4) (4) (4) (IS) (16)

Eqully In Affiliated Companias (Concert) (37) (24) (48) (21 ) (128) (20) (20) (20) (20) (80) 15

P~lIuc Income $4'4 $470 $215 $131 $1,330 $237 $2.lJ7 13&3 $45. 11,858 ",58'
Income Taxes $184 $175 $85 $45 $489 $88 &110 8184 $170 $602 $587

Tax Rate 37.2% 37.2% 36.0% 34.4% 36.7% 87.0% 37.0".4 37.0% 37.0% 37.0% 37.0%

Net Income $310 $215 $150 $81 $141 $14. 1187 $228 $2811 $1S4 $9118

Dlstrlbullon on Trull Prelerr&d Securities (16) (16) (1!ij [IS) (BO) (15) (15) (15) (15) (80) (60)

Net Incom. Appllcebl. to Common $2115 $280 $135 $71 $711 $134 $172 $213 8274 $784 1931
AvelBge Common Shares 701 708 895 703 707 720 7ZJJ 720 720 720 720

Earnings Per Shl" $0.42 $0.40 SO.1I $0.10 .1.10 1iO," $0.24 80,80 $0.38 $1.10 $1.30

EBITDA per Shant '1."8 $1.46 $1.23 $1.10 $5.23 SUO $1.33 $1.47 $1.63 $5.64 la.16

Rdo.
Teleoom ExpeniaiRevenuea 51.71% 5.2.59% 64.82% 1i5.63% 63.71% 63.66% 62.93% 50.94% 5O.81'Y. 62.06% 52.38%

Sales, Operations and Gel1erellRevenu9s 27.01 26.12 27.71 29.28 27.55 29.76 .28.85 29.15 28.21 28.98 28.67

EBITDAlReventJ&. 21.28 21.29 17.47 15.09 18.73 16.57 18.22 19.91 20.98 18.96 19.00

Operating Margin 12.00 11.40 6.73 4.37 8.57 8.08 7.32 8.62 9.96 8.03 8.32

EPS GR)wth Rate 0.0% (8.0)% (55.7)% (77.0)% (36.0)% (55.8)% (39.5)% 52.00'• 279.0% (0.1)% IB.2%
AAaual. ESmuJi Bamey Ino.l5alomon BroUiel'8lnc estlrneli. EBIT DA EamlngslMifOl'G Il\Iere8', &Xes, depr8Clailon and llmoitlzailon.
03'97 exclude8 5515 million in charvas 88SOCialed with exiting end restructuring Beverel business customer conllBCta, ellmilaling seJected rerall mannels & enhancing
Mers inlonnalion. Techoology Se""ce operations pluslncl8IIsed provisions IISsociated wltll certain uncollectible M8eller conll8CtB & lilgalion mellel'S.
04'97 excludes '752 milion In pre-tax. dlarge. ($0.86 in IIner·tsx eps). Including S23S mm 'or employee and cuslomer retention programs, $252 mm for re8bUcturing
end $285 million for I8chnolos;w upgrades primarily In data cenleR.
Source: Smilll Barney IncJSalomon Bl'Olhef8 Inc

.~,,- ......_.._____...-__-...~----..-~ ...._-_.....-...-.._..... <#_..,_......_ ..............---.........--...................,..,.,.,.------"".................-.. .....---.--___- ___ ........__....-... ____'".....·............. ·.·"·""·a___---.-.... ....
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SALOMONSM1TH~

:·ftii~ti\all~.(Jfili~I~~i.liU)iHf.fj~llfijRjlllliimia'1[tt~~fi1:I~I;Hjni!*t~~;!~ji:!imH~t~:I.fmlilW~f~~tltU;~lljHalIU~H~jjili~~Ut1t;~ltM11.fin~tl~jl~JJfftii!
($ In Mllilone, Exc.pI P.r 811... Amoun'_) 1117A "'.E

10A lOA :JOA 4aA 1.17A IQE 2QE aQE 4aE .lleE 11••e

Cor. Bu.ln...

Revenue $4,384 54.&53 $4,410 ,54,544 $17.691 54,581 $4,549 $••608 $4,748 $18,481 $19,320

Revenue Growlh (yr. oVlr yr.) 8.2% 4.7% 3.2% 5.8% 5.4% 4.5% 4.5% •. 5·10 4.5% 4.5% 4.5%

Traffic G,owlh (~. over yr.) 4,0% 5.5% 6.0% 9.7% 6.3%

Cosl of Servlcn 2.208 2,241 2,378 2,472 9,299 2,428 2,365 2,350 2,350 9,494 9,782

Cost of Service as a % 0' Revenues 60.4% 51.5% 53.9" 54.4% 52.8% 53.0% 52.0% 51.0% 49.5% 51.4% 50.6%

SOlA 1,'" 1,018 1,023 1,103 4,255 1,164 1,160 1,152 1,144 4,620 5,021

SGlA B.9 a % 0' Revenues 25.3% 23.4% 23.2% 24.3% 24.1% 25.4% 26.5% 25.0% 24.1% 25.0% 28.0%

DepreclaUon 412 433 472 495 1,812 467 489 510 525 1,991 2,110

Tolal Operating Expenses 53.731 $3,692 $3,873 54.070 $16,388 S4,059 S4.014 $4,012 54,020 $18,105 S16.918

Operallng Income $853 $661 5537 $474 $2.325 $523 $534 5596 8729 $2,382 S2.401

Operallng Incom. Growth (vr. over yr.) 6 .•'~ 10.2%- -13.0% -23.8% ·5.2'l'. ·20.0% -19.1% 11.0% 53.8% 2.5% 1.1%

Operallng Margin 14.9% 15.2% 12.2% 10.4% 13.1% 11.4% 11.8% 12.9% 15.4% 12.goy. 12.5%

EBITOA 1,065 1,094 1,009 969 4.137 990 1,023 1,106 1,254 4,373 4,518

EBITOA Margin 24.3% 25.1% 22.9% 21.3% 23.4% 21-6% 22.5% 24.0% 26.•% 23.7% 23.4%

Non-operaUng (expenall) Income, nel (260) (257) (20a) (184) (894) (178) (182) (203) (248) (810) (819)

Nellncome $403 $404 5834 $290 $1.431 $321 $353 $393 $481 $1,512 $1,589

Earnings Per Share $0.61 $0.57 SO.48 $0.41 $2.02 $0.45 $0.49 $0.55 $0.87 $218 S2.21

Vantur.. and Daveloplng Market.

Revenue 5579 $613 S608 5708 52,508 5727 $823 $823 '963 $3,338 54.488

Rovenue Growlh (~. over yr.) 22% 29% 28% 35% 28% 26% 34% 35% 36% 33% 35%

COsi 01 S~rvicell 389 411 411 487 1,698 488 541 476 614 2,118 2.926

SG&A 211 253 338 404 1,206 388 381 401 436 1,585 1,682

Depreciation 41 46 53 53 193 81 86 91 93 351 381

Tolal Operallng Expenses $641 5710 $802 $It44 $3,097 $955 5988 $988 $1,143 $4,054 $4.989

EBITDA ($21) ($51) (n.,) ($183) ($398) ($147) ($79) (S54) ($87) ($367) (5121)

EBITDA Margin ·3.6% -8.3% -23.2% -25.6% -15.8% -20.2% ·9.6% -e.5% -9.0% ·11.0% -2.7%

Operallng Income (S62) ($97) ($194) ($2&6) (SSB9) (5228) ($165) ($145) ($180) ($718) ($502)

Operallng Margin -10.7% ·15.8% -31.8% -33.8% -23.5% -31.4% ·20.1% -17.6% -18.7% -21.5% ·fl.2%

Nl)n-operaUng (ellpense)lnCGme, nel (4) 5 49 47 tl2 16 (12) (23) (18) (35) (196)

Equity Income of Affiliates (Concert) (37) (24) (46) (21) (128) (20) (20) (20) (20) (80) 15

Nellncoma (S103) ($118) (5191) ($210) (S605) ($232) ($197) ($188) ($215) ($832) ($683)

Earnings Pllr Shara (50.15) ($0.18) (SD.28) (SD.30) (SO.88) ($0 .32) ($0.21) ($0.26) ($0.30) ($1.16) ($0.95)

Ravenue Elimlnallons (580) ($123) (SI32) ($139) (5474) ($95) (5100) ($105) ($110) ($410) ($495)
Source: Smith Bamey IncJSalomon Brothers Inc
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c....-lllfllliDlred in this
repott

AT&T (T-$65,44; 3M)
Disney (01S-$107.88; 1M)
Home Depot (HD-$68.88; 2M)
Mel (MCIC-$49)
Merck (MRK-$130.75; 3M)
MicfOSOft· (MSFT-$87.25i 1M)
Sprint (FON-$66; 1M)
Wa!·Muc (WMT-$50.75; 1L)

Prices an: as oftbe close, April 7. 1998

# Within the past three years. Smith Barney Inc:. And/or Salomon Brothers Inc,
including subsidiaric.~ and/or affiliates, have :u:ted as manager or co-manager of a
public ofFc:ring of the securicies of this company.

,. Smith Barney Inc. and/or Salomon Brochers Inc. including ~"Ubsidhries and/or
affiliates, usually make a market in me securities of this company.

ADDmONAL INFORMATION AVAILABLE 'UPON REQUE.IT SF03F322
!bklmcn Srrilh Birney is a lIl!MCe fNd( Of Snith 9;mIv Inc. 5mIlIl EIImer InC. arid SiIIamcn EImI1eIs " ..~ buI~ r8QIIbNll """""dRers una. _
cantn~ or Si1Iomcn SmiIh BIrney HGldit9' ~1f;. S<ok:nlon Bror1n Inc 8IlCl 9aIcmIlr'I Snif1 El;rMy HaIdrlgIIIIlC. lIaW:~ kInad 10 u.lhe SaIormn !5miIh Bamev IIIWl& mill<.
This reparI_~ ioinIlr by Smllh a.nev rot;. lII'Id &Iumcln BrtIlhn Inc tnJIr1lltftr 8llIIlI&'s............................................ . - -.................... . .
r•.." to inv8li1mln~ RoWl'1l<" goirloJ to .."~ 1DIIl reu.m QlII!f me Mll! 1?.181TlCl1llh1. The tIIllII relurn Mqtnrt for. giwIen NRc~ on d8gIVlI of rlIIk (lee
b'*""I in 1I:stock. The l1II¥W IIle IlSk, IIIfo~ U., I1IQlinId_. fir~ 3 1 (Ill~ '*'0 idc:III-. • _ reI1Irl r.InQIrllI~ 1S% ar gr8IW far "~ slodc Ie SQ% or
~ far!lpl!r.l...... stllCb. E3li'r18l8C_: tlr CIIMr"'* r;;oWuorill n 8CIIiId _dngtJI. ACSTn;ke imc 8CCOUIIl pr8lICtIbiiIy of ewning8111ld dMcMrd~.~ (-.ge.
ancI S\l:lQ( ....., yt.~. L a.-1'iIII(J. gr8CllCl8llle..nngs ....l ~""Di. suIIIlII81ll1' c:onurwIMl """"or. AI~ fi:;I¢ .-..tlil¥~ --.. :>nd cMd8ndG.
,.';f<ClIe fgr --ae 8QI"Y kWtil..... Ii {1*!J/If!IIIIrJ: MIIinge 8I1lI aMllenlISlftw...~.......1CIf~iMl$Ior.$~ 'My laW~ at1lnWlWl18ll
..od " 1\91 d.,. 01 vcIaI8ly. !UIN-" OIly te.'I' rw-ur.tlrldft WIIIl ellW!r!lIIfJd Il(IIlIIlliDli lh8I CII1 WI\fl$Im:l """'.... IoaII. V (V-.:J: __ III :Ilock wtlrI VlIllII.n c:lfliI'"
cI'1-=!flri:Iticllhal is Nl8bIe far !lCPI'~<:IJ IWWtDr.I willi a /191-tor rISk arid tGiIdy civtnIlied IIWI'!!lll'IIel ggr1fo(as. /to, 11'1Cll1lUQh eq)l;IrYion oIllE 11Iting!: !I')'!lIem IS
....OOUbl8 ~en reQUeSt.

Sdh·~·.;:,;;:·;;;,;jf~·~en~.~;;;:.~;;~.•~.;dj;-.;;;·rh·~,,-;;;·;;;;;·;,;;IO~·~·~~·bn~nr ~n;;;·~j;:;;;:_
111111111Ylllr\1 h;w*inrJ or ClItl.-~I Iran. S'tf~ ....mion4Icl in ttiI~. The RIm IMl' bad. !he UCI.IiIIe a1lhfo ""w"ll<'"Y or~ 11 Ws "'POri for CIJS1llITllIr
3CCClLfIIj: "'". iIo• .-~ Tlle!'1Im~ :01::" ....... opIiClI'l:;. on .,.1lICU1lIee 1lI """ CDnfl'I"1tr~ '" f'lIs rtpQl\ tI",j 'f1lI)' 'norlo!l "" ils own.~. or "*-""$
of Ol:NJm8'!, " cpI~ 1IlSI113Ve b... i:l:lUlld b¥ D1II8I8. The Firm, II/ld 1/f'IIof lila inci¥idliIlI~ INs n.p..,'. '111I)' "" W1l' liTl8 haft 81arlg.aJor >I1on po:siIjon in II1Y I8CUfItY
aI "'"~ In _ r'IIpCtI or ... ;,ny optima en rnt:lllCh -.ily. An~ ofht Arm /NY boil. difto;:lor ~lr " l:OI'1I*Iy m8flIlonecIl1_ reporl.

AIIl1a<q>the~ at l:It:Iln tt'i!o; ,.port "- beII'I ob1ai1ed ram ai'Ll "'"~ 1JPOII1CIUR:&81l181111e rtm Ilde\IIz Ie be ,..... we dO nalgol."".""" th9i' ilCCUr.ICY. llI1lllll1Y
!IUC/'lllllllflTl;1llOO may bein~Ol' CClNll!fl!Wl. All npnior15 ;nj~ induaed iI\ hs~ CDl'IstilutII the Arm'. j.Jdgrlwlt ;l:; or lila ~. clltlD NpCr1 ",'(I 8n:':wtJ;Jct to
QI'Iange WilI10Ut notice. This MpNII!l tnr 1flInlm,_ ro "lX'G"" only IlIlll is nat InIIoncMl ...... oIIIr or soIiciI8IicrI_ f8CPllOl to 11I0 IIIRha:Ia or _ rtI tll'lllIeGJrily•....__.._.__ _.....•......._._---_ ..__.__ __ . _._.__._-_.__ _._..__._-_ _ _.-._--_ _ .
This PlAllic81Icn IIr. bf!M joonllV iCltln:N8d for~ regUaiary r'~"JSOIS b¥ ofIca ci h! A1n daIllg b1.Qlr..s i'1th. flIllianl Ol lhe _'3d petSQnI5 Iisled en 1tIe CCIlM P"9'"
'-"'I. TNs pl.Cl1icaIIan hfd boson j<intly~ fer cIiIilribUIon WIthe UK I.ly Smith Elam8ve-~edand Si4OI'MlfI !lrolhn In1emlIIlln8I L.I'I'lWl *:/1 ani I1IllUf;IllId bit the

~:?~.~.~~ ALJh~Il'iI·.~I ~~~.~.~d.I~~~.~.'~.~~1ClIlfNSle."'~~"':' •.~I""'.~ ICwlg<tom .
n.. Fum'l ree:JtCI'l "Pili.,.,.. """f c:1iIflIr from 'hr.I3& 01·11\8 Motltlson-Hun;lIvr.y C:0"1PiIfl'f. u.C. I 'l6lo11J l1Wt1lld brl:IIcr.r:oQIt ..~ Of Smltll BluroE!y ko<:.

o smu·, f\-..""Y Inc <Ind Salomen Elrllll'len InC, 1998 /lJI1gI'I$ lVSlINIId. Ani UI1SlJtnon2l!Ilill\e. (l\ClllCiltim or dildclUIe i!t pIl)IIillIlltl by""':;rv,j wi mYll rxaseculo"....................- _ _- -.- , _---_.__.-_ - _.._-_..__._- - .
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